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PREFACE
This report is available to inform interested parties of California's 1986
reform of the State's bank and corporation tax, or the so-called "unitary tax,"
that occurred with the enactment of Senate Bill 85. It is not intended to
cover in detail all the technical provisions of SB 85. It contains only a
brief outline of the economic development provisions of SB 85. Those
interested in further information regarding the economic development provisions
should contact the Assembly Committee on Economic Development and New
Technologies.
This report was prepared by the staff of the Assembly Revenue and Taxation
Committee, with Caroline N. Cornwell as the primary author.
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INTRODUCTION
This report explains California's new system of taxing banks and corporations
which will become effective January 1, 1988. What follows briefly outlines the
history of California's unitary method of taxing corporations, explains the
changes to this taxing system that occurred with the enactment of Senate Bill
No. 85 in 1986, and examines the probable effects SB 85 will have on California
state revenues.

•

When discussing the bank and corporation tax, it is important to keep in mind
that the so-called "unitary tax" is not really a tax, but rather a method by
which the bank and corporation tax is levied. Under this method, affiliated
corporations that operate as a unit are required to report their worldwide
business income, a share of which is then apportioned to California for state
tax purposes. The apportionment factor is the average of the firm's payroll,
property, and sales factors in California. If, for example, a firm has 10% of
its property, payroll, and sales in California, then 10% of its worldwide
income is apportioned to the state and subject to the state's 9.6% bank and
corporation tax rate.

BACKGROUND
Mu1tistate and multinational corporations by definition conduct business and
earn profits in more than one taxing jurisdiction. While these corporations
may not be particularly concerned with the level of profitability in each
jurisdiction (their focus is more likely upon total corporate profit), it is
the key question facing tax administrators. For example, how does an
administrator determine the profits allocable to California from an electronics
firm whose corporate headquarters are located here and whose manufacturing and
distributing operations are located in three different states? Are profits a
function of manufacturing, distribution, sales, or good management, or some of
each? Expand this example to include a multinational corporation with
subsidiaries around the world, which manufactures myriad products, and
complexity increases considerably.
this complexity, it is not possible for tax administrators to
se
determine accurately the profits derived directly from a corporation's
operations conducted within a particular jurisdiction, such as a sta . It
should be emphasized that neither the unitary method, nor its alternative,
"separate accounting, 11 provides an accurate determination, but only a
approximation of a state's share of a corporation's income.
intensi
the unitary controversy stems in large part from the fact the state taxat
multijurisdictional income, no matter what the method, is imprecise.
California has been at th~ center of the unitary controversy because so
revenue is at stake here.

CURRENT lAW
Under Ca1ifornia S current law -- a system of unitary accounting and worldwi
ionment -- all corporations, whether created or organized in a foreign
or in the United States, are treated similarly through unitary business
es applied by California.
1
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The California franchise or income tax applies only to that portion of a
corporation's total net income that is "derived from or attributable to sources
within this state."
If a corporation and its worldwide affiliated corporations (subsidiary or
parent corporations) have a unity of business operations, they form a combined
group which is required to file as one corporation and file a combined report.
When the business conducted both within and without California is unitary, the
portion of the business income from that unitary business which is 11 derived
from or attributable to sources within this state" must be determined by a
formula of worldwide apportionment. This approach is followed where the
unitary business is conducted by a single corporation or by separate
corporations under common ownership or control.
In determining whether a single corporation with operations within and without
California is engaged in a unitary business or whether a group of separate
corporations within and without California is required to determine their
income by use of a combined report, the geographic locations of the corporate
business activities are immaterial. Foreign sources as well as dowestic
sources of income are taken into account for purposes of applying an
apportionment formula to determine the amount of income derived from California
sources.
This means that a foreign corporation not operating in California, which is an
affiliate of one operating in California, may be included in the combined
report of the business operating in California if the total business is a
unitary business.
The theory is that the income of a corporation should not be altered because of
the way it chooses to do business -- the tax is the same whether it operates as
one big company or as several corporation-owned little ones. It is also not
possible to isolate profit centers fairly where a corporation and its owned
subsidiaries are doing business with each other.
After the corporations to be included in the unitary group are determined, an
apportionment formula consisting of equally weighted property, payroll, and
sales factors is then applied in computing the portion of the taxpayer's total
income that is derived from or attributable to California sources. That is:
t

First, the total property, sales, and payroll of the unitary business
are computed;

• Second, California's percentages of the worldwide property, sales, and
payroll are determined;
t

Third, the percentages for each of these factors are averaged to
determine the taxpayer's apportionment factor;

1

Fourth, the apportionment factor is multiplied by the total worldwide
income of the unitary business to determine California's share of total
income;

- 2 -

•

Fifth, the 9.6% corporate tax

is applied to California's share; and

e The result is the unitary business' tax liability.
illustration.)

(See Figure 1 for

FIGURE 1
EXAMPLE--MYTHICAL CORPORATION--UNITARY FORMULA
I.

Total CorEorate Assets Worldwide
Sales
Property

I

Pa~roll

Total

II.

$20,000,000
40,000,000
10,000,000
$70,000,000

California's Percentage of Worldwide Assets
CA/World (%)

California Total
Sales

Property
Pa~roll

Total
III.

5%

$1,000,000
4,000,000
2,000,000
$7,000,000

AEQOrtionment Factor:

10
20

35%

Average of Asset Percentages

.

3

=

11.6666%

IV.
on

$5,000,000

11.6666%

$583,300

v.
California Taxable Income

- 3 -

$ 583,300
9.6%
$
'997

ARGUMENTS FOR AND AGAINST WORLDWIDE APPORTIONMENT
Opponents of this worldwide apportionment formula offer several arguments for
why the unitary tax is a bad sys
incl
1)

Property, sales,
the world.

2)

The unitary system causes excess record

3)

The

equa

of

in

ng.

unitary system discou
rel
vely less profitable investment in
California, because investments in California property will increase the
share of the corporation s income subject to California tax. For example,
start-up of a factory is a fi
relatively less profitable.
1

4)

Third world countries may copy the uni

5)

The

method of taxing.

unitary system discourages foreign investment, and the employment
associated with such investment, from
ng to Cal fornia.

Supporters of worldwide combination

that:

1)

The system is the fairest way to tax the complex and interconnected operations OT mul state and multi
ional corporations, since it is impossible
to segregate the income of a mul
ional corporation.

2)

Repeal of worldwide combination would cause a shift of relative tax burden
from multinational
inesses to
1
iness and agriculture.

3)

Part of
offset by
permitted to be
state taxes

dwide combi
on would be
bank and corporation taxes are
ng federal income tax, lower
nation will result in a smaller
hi

not

4)

5)

6)

ld

in

revenue loss

HISTORY OF REFORM OF THE UNITARY METHOD
California ins tuted this uni
in the 1930's. However, most states
have either never
unitary method of taxing
corporations.
as
, and North Dakota -- still
use this system of figuring corporation tax. As of 1986, California was the
only major taxing jurisdi
on in
d
use this method.
In the past decade, pressure
reform the unitary worldwide apportionment
system has come from the business community, the federal government, and many
foreign governments, includi
sh Parliament, which threatened
sanctions against British
U.S corporations if the U.S. states
did not repeal
r unitary
federal government answered this
threat in 1984 when President
that his Administration would
support federal legislation aboli
states' unitary taxes if the states did
not do so themse1ves. Accompanyi
pressures were increasingly strong
efforts OT lobbyists representing
ign multinationals and domestic business
interests.
As the main
rget
these
reforming
state's bank
been introduced at each session since
In 1984,
1437 (Alquist)
ssed
the Assembly. Senator qu st,
session. The successful reform was
which was signed by the Governor

lifornia began the arduous task of
on tax. Legislation on this issue had
1977-78 Session. None had passed.
, but did not come up for a vote in
, was successful in the next legislative
Bill No. 85 by Senator Alquist,
5' 1986.
worldwi
apportionment
ifornia Plan," Senator
1984, and then subjected to nearly
and negotiations. A compromise
the 1985-86 session and
11

Ca

11

a would
unitary
in
onal
e

maintain its

revenue
1986 UNITARY REFORM
SB

as

lows:

Water's Edge Election
is

The water's edge can be thought of li
11y and
ned as the United States,
where the United States is the 50 states and the District of Columbia.
Under the water's edge option,
group include:

ons considered to be

the combined

1)

All corporations eligible to be included in a federal consolidated tax
return.

2)

Domestic international sales corporations (DISCs) and foreign sales corporation ( FSCs).

3)

Any corporation incorporated in
sions, if more than 50% of its s
by the same interests.

4)

Any corporation, regardless of where it is incorporated, if the average of
its property, sales, and payroll factors in the in the United States is 20%
or more.

5)

Controlled foreign corporations (CFC) with a subpart F income, but only
the extent of such subpart F income. (See Attachment 1 for definition of
subpart F income.) A CFC is a foreign corporation which is more than 50%
owned by the U.S. parent.

6)

Export trade corporations.

7)

80-20 corporations. (
are incorporated in the
are corporations whi
United States, but whi
more than
r property,
ide of
United States.) In addi on, foreign
payroll, and sales
80-20s will be treated as deemed subsidiaries based on their income and
factors in the United
then combined with other related
affiliates operati
in the United
Franchise Tax Board is
directed
s
issues
res
80-20s

United States, excluding U.S. possesis controlled directly or indirectly

Under
factors
No

ir
on

law

if

i

ncome

require such an inclusion.
Corporations
their affili
combined group
group
t the
Election Period (R&TC

e a combined
This is a
it is to
1) is

ion 25111)

ly
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od

Election Fee (R&TC Section

15)

Those electing water•s
.03 percent of
ifornia.

la
1, and cu

pay an el
sales

fee of
r in

el
on
base by additional investment in
A corporation may reduce i
California payroll and property after January 1, 1988. A $1.00 reduction in
the election fee base will be given for every $1.00 of new investment.
However, a minimum election fee
01
of current California property,
sales,
payroll must
id.
i e property is not included in the
property factor base for the pu
computing the election fee. (Note:
AB 2815, which was chaptered after SR 85, corrects an error in SB 85 and
provi
that the amount
the minimum ection fee is .01 percent of current
property, sales, and payroll in
i
ia.)
finance additional infrastructure which new
ia
water s edge
ion,
11 make
necessary.

(
Two- irds of
el
ion
structure and economic devel
local infrastructure and
The lk of
beginni
finance i
investment.
i

used

ons

• 15397

directed
state i
one-third will go
t

sl

litate and attract new
line extensions, freeway
measures. The remaini
nds will be
World

on
IRC

s

t

s

the

ival

same

iness income 11 are su

to

, or 1986) in
provision allows a
y in place and
investment.

(1984,

ly taxable,

in excess of

base

gn payroll are

increase
1 are

growth are
determine amount

are s
)

2

U.S.
to normal
a

lar

revenue estimates.) The General Fund revenue loss will be approximately $121
million and will be offset by a special fund revenue gain of about $38 million
from the election fee revenue (see above).

TABLE 1
FISCAL EFFECT
(in millions in constant 1987 dollars)

•

SB 85 - Total Loss

$ -585

Water's Edge Features
FSCs and DISCs Included

+100

Subpart F Income Included

+ 75

80/20s Included

+130

SUBTOTAL

-280

75% Foreign Dividend Exclusion

+ 33

Retain Interest Offset for Foreign Investment Only

+ 15

SUBTOTAL

-232

Federal Conformity (HR 3838)
Installment Obligations

+ 59

Reserve for Bad Debt

+

SUBTOTAL

-121

Election Fee
+
+ 13

.02% - State
.01% - Local
TOTAL

$ - 83
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ATTACHMENT 1
SUBPART f INCOME

Purpose
The primary purpose behind the enac nt of the subpart F prov1s1ons was to
counter the unjustifiable use of tax havens as a means to escape paying U.S.
taxes.
Definition

•

A controlled foreign corporation's subpart F income includes:
1)

Income derived from the insurance of United States risks.

2)

Foreign base company income.

3)

Income derived from international boycotts or from il1egal payments,
such as bribes.

Insurance of United States Risks
Income of a controlled foreign corporation (CFC) from premiums for insurance,
reinsurance, or annuity
on property in or residents of the United
States is included in su
F income. Also included in subpart F income is
income derived from arrangements between a CFC and another foreign corporation
in which the foreign corporation holds insurance involving U.S. risks for the
CFC and the CFC holds insurance not involving such risks for the foreign
ion. The
urns on uch
must exceed
of the total premiums
in s
F income.

International Boycotts and Illegal Bribes
Included in subpart F income are the earnings of a CFC to the extent that such
earnings are attributable to the operations of that CFC in which there was an
agreement to participate in a secondary or tertiary international boycott. In
addition, the amount of illegal payments, kickbacks, or other unlawful payments
to an official, employee, or agent of a government are taxable as subpart F
income.

1

L -

ATTACHMENT 2
DETERMINING TAX OM DIVIDENDS IN EXCESS OF THE BASE PERIOD

1)

Foreign dividends not to exceed base period amount are subject to a 75%
exclusion.

2)

Foreign dividends in excess of base period amount are subject to three
possible treatments:

•

a)

Those attributable to an increase in the foreign payroll factor are
fully taxable .

b)

Those attributable to an increase in the U.S. payroll factor are fully
excluded.

c)

Those attributable to neither (a) nor (b), i.e., those attributable to
normal growth, are subject to a 75% exclusion.

Attribution is determined by applying the increase or decrease in the
foreign payroll factor to all foreign dividends.
3)

The treatment of the dividends above the base period amount will be
determined by the relationship of the change in foreign payroll to total
foreign dividends.

4)

If the foreign payroll factor in the base period is less than the current
foreign payroll factor, the amount of taxable dividends for dividends in
excess of the base period amount is computed as follows:
's foreign payroll factor in the base period year is
taxpayer 1 S foreign payroll factor in the current
b)

This d fference is divided by the foreign payroll factor in

c)

The
divi

d)

This amount is subtracted from dividends in excess of the base
amount.

e)

The balance is the amount of partially (75%) excluded dividends.

f)

All other dividends in excess
e.

thus determined is mul

i

by

c

1

the base period amount are

iod

lly

5)

If the foreign payroll factor in the base period is larger than the current
foreign payroll factor, the amount of taxable dividends for dividends in
excess of the base period amount is computed as follows:
a)

The taxpayer's foreign payroll factor in the current year is subtracted
from the taxpayer's foreign payroll factor in the base period year.

b)

The difference is divided by the foreign payroll factor in the base
period year.

c)

The percentage thus determined is multiplied by total foreign
dividends. This amount is the amount of fully excluded dividends.

d)

The amount of fully excluded dividends is not to exceed the amount of
dividends in excess of the base period amount.

e)

If the amount of fully excluded dividends does exceed the excess of the
base period amount, then this difference (fully excluded dividends
minus the excess of the base period amount) is added to the base.
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ATTACHMENT 3
EXPlANATION OF lOOPHOlE ClOSURES UNDER SB 85

1)

Limits Use of Installment Method For Reporting Income From Certain Property
Sales By Corporations
Current Law

•

Under current law, gain from the sale of property generally is recognized
(and tax is due) in the year in which the property is sold. However, under
current law, gain from certain sales of property where the seller receives
deferred payments are reported for tax purposes on the installment method,
and thus income is reported incrementally over two or more years in
proportion to the ratio of the installment payments to the gross profit.
The purpose for allowing the reporting of income on the installment method
for income tax purposes is that the seller may be unable to pay tax
currently because no cash may be available unti1 the deferred payments are
made.
Types of sales where the installment method is currently permissible
include revolving credit plans, under which customers agree
pay a part
of the outstanding balance of their accounts during each period of time for
which a periodic statement is rendered.
SB 85 Provisions
Under SB 85, the ability of corporate taxpayers to use the installment
method of accounti
deferred-payment sales 11 be li
in
ree
circums
, as
lows:
a)

to congressional
the abil ty to defer tax under
i
in the case of gains from
sales
has been able to receive cash from borrowi
ins 11
i
ions.
s, a formula

determining what portion of income is ineligible for ins 11ment
accounting, based on the corporation's borrowings. This is called the
"proportionate disallowance rule. 11 Amounts of income not
ible
the installment method will have to be reported in
sale

ace.

b)

Revolving Credit Plans. Corporate taxpayers which sell
on a
revolving credit plan will not be permitted to account
sales
on the installment method. Income from those revolving credit plan
sales will have to be reported in the year the sale took place.
According to congressional committee reports, Congress believes that
sales under a revolving credit plan more closely resemble the provision
of a flexible line of credit accompanied by cash sales by the seller,
and therefore it is not appropriate that income from these sales be
reported under the installment method.

c)

Stock and Securities. Corporate taxpayers which sell stock or
securities that are traded on an established securities market will not
be permitted to use the installment method of accounting. Income
such sales will have to be reported in the year the sale took place.
Accardi
congressional committee reports, Congress believes
blicly
property is considered to be a sufficiently liquid
asset to be treated the same as a payment of cash, and since the
taxpayer can easily sell such property for cash in the market, it
ent the same liquidity problem that the installment method is
a 11 evi

Fiscal Effect

Accardi
gains
2)

Under cu
debts
si
worthless
determi
a)

are allowed a
ion
or
iness whi
become
ly
taxable year. The amount of the dedu
of
lowing two methods:
Under this
debt is determined
is equal
as a
ally
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as

a d debt deduction at the time they have become worthless and have
bee charoed-off on the taxpayer's books.
b)

Reserve Method. Under this method, a deduction is allowed for a
"reasonable addition" to a reserve account
bad debts. A reserve
account is an account set up by the taxpayer as an allowance against
the possibility that some receivables may later prove to be
uncollectible. The appropriate amount in a bad debt reserve
lly
is computed under one of several formulas, generally based on the
tax
's past experience with bad debts.

SB 85 Provisions

Under S8 85, most corporations will be prohibited from taking deductions
for bad deb+s computed under the reserve method. Instead, they will
j'equi red to use the specific charge-off method to compute their deductions
for bad debts.
However, financial institutions and certain farm credit institutions and
1nance companies ~i 1 1 no be subject to this change, and can continue to
use the resrrve method to compute their bad debt deductions.
Accord nq to congressional committee reports, Congress believes that the
reserve
allows deductions for losses that statistically may or may
not occur in the future, and thus is inconsistent with the treatment of
other reductions. In addition, Congress believes that the reserve method
allows a deduction prior to the year in which the loss actually occurs, in
ich case the value of th~ deduction
taxpayer is overstated.
Congress believes, however, trat financial institutions should continue to
be allowed to use the reserve method o~ computing the bad debt deduction
because they are required by government regulators to maintain
ital
sufficient 1o support the level of lending and
ivities
in.
unfair competition
nancial
tions a
finance
ies which are
s
ld

appl

wil also require
treated simi 1
ac
lly has

c

According to the Franchise
Board,
of $52 million in the 1987-88

.......___

ATTACHMENT 4
TEXTS OF SB 85 (CHAPTER 660 OF 1986)
and AB 2815 (CHAPTER 974 OF 1986)
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.,

.,
Senate Bill No. 85
CHAPTER 660

An act to add Chapter 1.9 (commencing with Section 15365),
Chapter 6 (commencing with Section 15397), and Chapter 7
(commencing with Section 15398) to Part 6.7 of Division 3 of, and to
add Article 12 (commencing with Section 16429.30) to Chapter 2 of
Part 2 of Division 4 of, Title 2 of, the Government Code, to amend
Sections 2427 4, 24344, 24348, 24667, and 24668 of, to amend and
renumber Section 25110 of, to add Sections 24411 and 24670 to, and
to add and repeal Article 1.5 (commencing with Section 25110) of
Chapter 17 of Part 11 of Division 2 of, the Revenue and Taxation
Code, relating to taxation.
[Approved by Governor September 5, 1986. Filed with
Secretary of State September 5, 1986.]

LEGISLATIVE COU'\'SEL'S DIGEST

SB 85, Alquist. Bank and corporation taxes: unitary businesses.
( 1) Existing law provides for the organization of corporations for
specific purposes.
This bill would provide for the establishment of a nonprofit public
benefit corporation to be known as the Small Business Bond
Insurance Corporation. This bill would provide for the membership,
compensation, duties, and powers of the corporation's board of
directors.
The corporation would have the primary goal of increasing the
of
financing to small businesses in California,
primary method of accomplishing this goal would be through
of the
of bonds
by or for the
This

Bond
investments on
and recoveries and
bill would
made available, upon
•rn<>~P~ of the small business
tourisrn,

Ch. 660

-2-

development.
This bill would create within the commission a California Office of
Trade Policy to, among other things, support vigorous enforcement
of trade laws against unfair foreign trade practices in United States
markets.
This bill would also create within the commission the California
Cffice of Export Promotion to, among other things, strengthen the
state's activities in
its
manufacturing, and

-3-

Ch. 660

of that amount be deposited in the Local Project Account for

Non-Transient Spending and% of that amount be deposited in the
Future Infrastructure State Targeted Account.
This bill would also provide for various new .administrative
procedures in connection with the water's-edge election and would
the Franchise Tax Board to conduct a specified study relating
to certain
practices to
reported to
Legislature no
later than March 1, 1987.
Under
existing Bank and Corporation Tax
a
to deduct dividends received in computing its
~~~~
w~
.
included in the measure of taxes

•
Ch. 660

Ch. 660

-4-

-5-

amount of the outstanding indebtedness of the taxp:tyer. It
provide special transitional rules for some of
changes.
(9) This bill would become operative on January 1, 1988,
its
tax provisions would be applicable in the computation of taxes for
income years commencing on or after January 1, 1988.

commodities overseas.
SEC. 2.
6 (commencing with Section 15397) is added to
Part 6.7
Division 3 of
2 of the Government Code, to read:
CHAPTER 6.

CALIFORNIA DEVELOPMENT REVIEW PANEL

The people of the State of California do enact as Follows:

Article 1.

SECTION 1.
to Part 6.7 of
to read:

is within

CHAPTER 1.9.

CALIFORNIA EXPORT
PROGRAM

and
five

Ch. 660

-6-

with a loan agreement between the authority and tl1c lOcal agency.
(d) Assign or pledge all or any portion of its interests in
mortgages, deeds of trust,
of
or trust, or
and
interests in vw"""'"h
agencv to which the

-7-

Ch. 660

Public Resources Code.
Not less that 30 percent of the funds appropriated
to the panel in any given fiscal year shall
set aside for projects
submitted
rural cities and counties.
of this section, "rural
mcam city of
less than 600,000

•
Ch. 660

-8-

on any one project.
(d) Granb will only be made when other funding outwns an'
financially infeasible.
(e) Contracts will be executed
one
of
of
projects. Funds will be transferred within ,10 davs of ext>cution of the
C•)ntract.
(f) A
of the recipient

-9-

Ch. 660

of seven
as follows:
of
Transporation and Housing
or his or her designee.
Treasurer or his or her designee.
The Executive Director of the Office of
Business or his

( 1) The

as

Ch. o60

-10-

goals of this chapter.
1539<'! ..5. The executive director shall do all of the following:
of the
and
and maintain records.
hire and dismiss
with

-11-

Ch. 660

upon order of the board in furtherance of the purposes of
this chapter.
The corporation may
fees for its guarantees, insurance,
and other programs and these fees shall be deposited in
the
shaH be used
expenses o:l the r-nrn'"""'

has

•
Ch. 660

-12-

-13-

(a) Support of the California Export Finance
Lavv
(Chapter 5 (commencing with Section 15390) of Part 6.7 of Division

deductions nnwided for in Section 24411 to the extent of those
not subject to apportionment by
Interest
not included in the preceding sentence shaH be directly
interest and dividend income (except dividends
under the
of Section 24402 and dividends
to the deductions
for in Section 24411 to the extent
to apportionment by formula.
(b), interest expense incurred
of
investments may
offset
dividends
under Section 24411.
SEC. 7. Section 24348 of
Revenue
Taxation
is

3).
(b) Support of the California Export Promotion and
Program (Chapter 1.9 (commencing with Section 15365) of Part 6.7
o' Division 3).

(c) Support of the California Small Business Bond Insurance
Corporation (Chapter 7
with Section 15398) of Part
6.7 of Division
(d) Support of
Program for
Statutes
1189 of
Any money
to Section
15397.23 shall not
to
Sections
16429.32 and 16429.34.
16429.38.
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years beginning after December 31, 1987.
SEC. 8. Section 24411 is added to the Revenue and Taxation
Code, to read:
24411. (a) For purposes of those taxpayers electing to compute
income under Section 25110, 100 percent of the qualifying dividends
d:>scribed in subdivision (c) and 75 percent of the qualifying
d vidends described in subdivisions (b) and (d). "Qualifying
dividends" means those received from corporations regardless of the
place it is incorporated if both of the following conditions are
satisfied:
(1) The average of the property, payroll, and sales factors within
the United States for the corporation is less than 20 percent.
(2) More than 50 percent of the total combined voting power of
all classes of stock entitled to vote is owned by the taxpayer.
lb) Qualifying dividends equal to the greatest amount of
dividends
in any one of the income years constituting the
base period.
(c) The amount of fully excluded dividends, if the taxpayer's
payroll factor for any income year in the base
ex,cec~ds the taxpayer's foreign payroll factor for the income year,
which shall be determined as follows:
(1) The taxpayer's foreign payroll factor in the income year shall
subtracted from the
the
foreign
factor for any income year in the base
(2) The amount determined pursuant to paragraph (1) shall be
divided by the greatest of the taxpayer's foreign payroll factor for any
income year in the base
(3) Tbe percentage rl.aleo,.,'Yl;r,
in
(2) shall be
multiplied by
total qualifying foreign
The amount so
shall be the amount
fully excluded dividends.
The amount
shall not PYrPPrl
of
tl::e base

multiplied by the total qualifying foreign dividends.
(4) The amount determined in paragraph (3) shall be subtracted
from the amount of qualifying dividends in excess of the amount of
base dividends determined in subdivision (b).
(5) The balance shall be the amount of partially excluded
dividends.
(e \ The base period shall consist of the income year ending before
January 1, 19H7, and the two immediately preceding income years.
(f) A taxpayer's foreign payroll factor for an income year shall be
a fraction, the numerator of which is the total amount paid outside
the United States during the income year by the taxpayer and its
affiliates for compensation, and the denominator of which is the total
compensation paid everywhere during the income year.
SEC. 9. Section 24667 of the Revenue and Taxation Code is
amended to read:
24667. (a) Except as otherwise provided in this section, income
from an installment sale shall be taken into account for purposes of
this part under the installment method.
(b) For purposes of this section( 1) The term "installment
means a disposition of property
where at least one payment is to be received after the close of the
income year in which the disposition occurs.
(2) The term "installment sale" does not include(A) A disposition of personal property on the installment plan by
a person who regularly sells or otherwise
of personal
property on the installment plan.
(B) A disposition of personal property of a kind which is required
to be included in the inventory of the taxpayer if on
at the close
of the income year.
For ourooses of this section. the term "installment method"
inccme

the same as or less than
which shall be determined as
( 1)
taxpayer's
foreign payroll factor for any income
in the base
shall be subtracted from the
payroll factor in the income year.
The amount determined pursuant to
the

Ch. 660

for
income
occurs.
an
shall be made in the
manner
by the Franchise Tax Board.
(3) An election under
(1) with
to any
disposition may be revoked only
the consent
Franchise
Tax Board.
(1) If-

:Ill
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and
(B) Before the person making the first disposition receives all
payments with respect to such disposition, the related person
disposes of the property (hereinafter in this subdivision referred to
as the "second disposition"),
then, for purposes of this section, the amount realized with
to such second disposition shall be treated as receinxl at
time of
second disposition
the person
the first
in
case of
if the date of the second r11~nm•r•
after the date of the first
of the
with
related

or imminence of the conversion.
Any transfer after the earlier ofThe death of the person making the first disposition, or
1ii l The d0ath of the person acquiring the property in th0 first
and any transfer thereafter shall not be treated as a

UCHU,'-CU

( :h

()f)()
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tlw amount of any property permitted to be received in such
exchange without recognition of gain,
I The gross profit from such
shall be reduced to take
;,1tn ;wC'ount any mnount not
reason
Section 24941, and
C' The term
" when
in
·ctinn other than nara!Zranh (l) of subdivision

-19-

Ch. 66()

also as c!isposition of such property by the shareholder.
(E) For purposes of subparagraph (A), in any case to whic·h
subdivision (c) of Section 24514 applies, an obligation acquired in
rae~.,,~·· of a sale or exchange by the selling corporation shall hf'
treated
by the corporation distributing
obligation
to the
lf-

•
Ch. f'ifiO
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r.1 \ The Franchise Tax Board may disallow the use of the
installment method in whole or in part for transactions in which the
rules of this subdivision otherwise would be avoided
the use
nf rC'Iah'cl parties or other intermediaries.
1 \ (I l The Franchise Tax Board mav
maY bC' necessary or
to ca~ry out the

related parties or other intermediaries.
(d) (1) The amendments to this section made during the 1985-86
Regular Session by the act adding this subdivision shall apply only to
dispositioris
after December 31, 1987.
In
case of any
who made sales under a revolving
was on the
method under Section 24668
last income year
1, 1988,
during
act
to
of the

'( ·ction.

The

Taxation
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For purposes of clause (i) of subparagraph (B), a taxpayer may
elect to compute the aggregate adjusted basis of all assets using the
deduction for depreciation which is used in computing earnings and
profits undt'r Section 24491.1.
1:11 For purposes of this subdivision:
1 A.\ There shall not be taken into account
I) of
any
used in
2032A

( t')

( l) .. Applicable

Ch. 660

installment obligation" means any obligation

which meets both of the following requirements:
(A) .\rises from the disposition after December 31, 1987, of any of
the folio\\ inL;:
( i \ Personal

\\ ho
it stallnwnt

lh·:d

the installment method by a person
of
on the

•
-25Ch. t-;60
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tlw date of the sale to the date on which the payment is received
ming the fed<:>ral short-term rate under Section 1274 of the Internal
Hevem•e Code (compounded semiannuallv) in effect at the time of
tlw 'iale and adjusted annually to the federal short-term rate in effect
on e;wh anniw·rsarv of the sale.
, (' · .\ny interest payable under this paragraph with
to a
p t\ 1111 ·nt ~hall be treated as an
to tax for the income year
i11 \\ hich the payment is
that the amount of that
inlt're~t shall b(' taken into account in
amount of
ddlw:tion
to the
durin!! that income
"
as
of Section
of

Ch. 660

(D) In applying this section, any obligations described in
subparagraph (A) shall not be treated as applicable instaHment
obligations (within the meaning of subparagraph (A) of paragraph
(1) of subdivision (e)).
,
This paragraph shall apply only if the taxpayer meets the
re>Yn<>nh of subparagraphs (A) and (B)
its first income year
b~ginnirw after the date of enactment of this section.
this section to any installment obligation of a
on
13,
taken into account in detei·rn.ining
of that cornoration under this
section:

in''
the I
:d'filiated group.

with Section
with Section 251
is
of
Revenue and Ta.\ation

in

test is not met.
before the
treated as described in

1-n""r'~"'''t

to

of
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Article 1.5. Water's-Edge Election

in Section 952 of Subpart F of the Internal Revenue Code ("SuhiJart
F income"). The income and apportionment factors of any affiliate

25110. (a) Notwithstanding Section 25101, a qualified taxpayer,
as defined in paragraph (2) of subdivision (b) which is subject to the
tax imposed under this part, may elect to determine ib ii!COIJll'
derived from or attributable to sources within this state pursuant to
a vvater's-edge election in accordance with the provisions of this
as modified by this
A taxpayer which makes a
shall take into account the income~ and
factors of the
affiliated entities
or
in a federal consunmu

Domestic
Sections 991
sales f'nrnl'\t'"Qtl

Ch. 660

to be included under this paragraph shall be determined by
multiplying the income and apportionment factors of that affiliatf'
without application of this paragraph by a fraction
to exceed
o '1e), the numerator of which is the "Subpart F income" of that bank
o: corporation and the denominator of which is the
and
profits" of that bank or corporation, as defined in Section 964 of the
Internal Revenue Code.
For
of this section:
( 1) An
bank or ""'".-.."''""
means a bank or ('nrnnr<>~;
banks or f'nrnr.rC>

or

-29-
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output or obtains a significant part of its raw materials or input from
the unitary business.
" as used in this
means an amount of 15
input or

dividends

Ch. 660

it shall be presumed that no adjustment is necessary for

state's

These presumptions shall be overcome if the

or the taxnaver

that an

Ch. 660
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taxpayer shall pay a penalty of one thousand dollars ($1 ,000) for each
income year with respect to \Vhich the f;1ilurc occurs.
(b) If the failure continues for more than 90
after the date
on which the Franchise Tax Board mails notice of
failure to the
taxp;tyer, the taxpayer shall pay a
addition to the amount
under subdivision
)
one
dollars
for
period
fraction thereof\ during which
failure
the expiration of the

-33-
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of Los Angeles, Sacramento, and San Diego, and for the City and
of San Francisco shall have jurisdiction to hear any
pn)ce,eo.mg brought under subdivision (g). An order denying the
be deemed a
which may
appealed.
......., .... 5 of
to in subdivision (b)
a proceeding

Ch. 660
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necessary to determine properly the amount of taxes due to
state and to identify the corporate parent
those of its affiliates
of which more than 20 percent of the
stock is
indirectly owned or
the narent.
for
the
not be """"'"t""rl

to subdivision (d) and the average wages paid for each work year in
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state for the income year.
(f) Each contract shall provide

section
not be
the contract is in

the amount described in this
to any statutory cu;otuJ<:t:;,
the consent of
'"'"'"'<""'',..
UHC<I.IUlt:: for any ••ov>~""'

•

•
,\~~(·mhh

Hill :'\o. 21:)15

C!L\PTEH 97:1
.\n a('t to amend Sed tons 172011. 17220, 2434.5. 24520, 2511.'5, 25.5.53.5,
2.).)fi3.l. and 2.3.5fi3.2 of. to repeal Section 2.556.3.3 of. and to repeal
A.rticlc 2.5 (commencing \\·ith Section 25441) of Chaptc>r 19 of Part

J I r)(' Di,·ision 2 of. tlw
ta:>..ation.

Re\'Cllllf'

and Taxation Code. relating to

[Appro\ ed hy Con·rnor St•ptemlX'r 20, H:I.Sti. Filed with
~.·netan <>f State Sept<·mbcr 22. l'J.l'ili.J

LECISL:\Tl\ E COV\SEL'S DICEST

Income taxes: bank and corpcm1tion taxes.
Under the existing Personal Income Tax Law and the Bank and
Corporation Tax L~lw. various statutes make rc•fc>rencc> to other
secticws in the He\'C'IHIC and Taxation Code and the Internal
Re,·enue Code.
This bill would correct various erroneous or obsolete section
references in those lav.:s.
Existing law pro\'ides for ll~<· deduction of statc> and locai .'>~de, and
use taxes. However, the existing PPrsonal Income Tax Law and Bank
and Corporation Tax Law pro\·ides that no deduction shall be
allowed for sales or ust> tax paid or incurred in connection with the
purchase of qualified property by a qualified business in certain
depressed areas and enterprise zones for ,,,hich a tax credit is
claimed.
This bill would make technical nonsubstantivc changes to that
disallowance of a deduction.
The existing Bank and Corporation Tax Law contains
the declaration of estimated taxes for income
1, 1972. It also contains a special
from the estimated tax the tax on preference
income with respect only to income years beginning after December
31, 1971, and before January 1, 1973.
This bill would reoeal those provisions.
of SB 8.5 of the 1985-86 Hegular Session
who elect to determine their income derived
or attnbutable to sources within this state for bank and
corporation tax purposes pursuant to a water's-edge election to make
an annual contract
to the Franchise Tax Board as a
condition of making
election. SB 8,) provides that in no event
the annual contract payment of a qualified taxpayer be less than
of the sum of its property, payrolL and sales in this
state for the current y·ear.
This bill would revise the annual minimum payment amount from
of the sum of the above three factors to
AR 2H15. JLmnigan.

-3-
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.\Ulll of Utl' abO\\' tltrt't' f:t,·i• '
ll1,
, of this IT\ j,iott \\ould be cotHlition,d upon SH \\") lw1"·''' t: •
opl'ratin', in which case the H'\·ision would lwconw opcratin· 011
Januar) I. lYKS.

lt'ti-thott\iilldth' nl I c,, ol thL·

n/(' jJCO[)It•

or the S'ta{(' o{ California du enact iiS lollo\\S:

SECTIO:\ l. Section 17206 of the Hcvcnue and Taxalmn Cudc· i'
amcnd<·d to read:
17206. (a) Section 16f5(hl (2) ol the Internal HeH•nuc Code,
relating to limitation of losses, shall not be applicable to losses
occurring bdorc Januan· l 19H4.
(h) F, ll. purpost'S of computing the deduct ion allowed under
Section l65(c) (3) of the Internal Revenue Code. tlw term
gross income:· as used in Section 16.5 (h) (2) of the Internal Hevenue
shall refer to adjusted gross income as shovvn on the federal ta.\
return for tlw same taxable year.
Sl<C. 2. Section 17220 of tlH· Ht•\cmw and Taxation Code i.-,

to read:

17220. :\o deduction ~hall be allowed for any of the
(a) State, locaL and foreign inconw, war
taXl''·
or incur-red in connection with the
(b)
for which
lax cn·di!
claimed
to Section
SEC.
Section 24:34.5 of the He\ cnue
Taxation Code
to reacl:
shall be
or
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S11hdi\ i\ion ~~~

1 i11i! tiw, subdl\'i.~Ion ~hall not pren·nt such Ll\<'.' lrurn
hcmg deducted und~·r Section 24343 (relating to trade or lmsincss
expenses).
( 5) Sales or use tax paid or incurred in connection with the

purchase of qualifierl propcrtv for which a tax crPdit i~ clairn(•d
pursuant to Scctll>n 23612.
(b) ( 1) In this subdivision, "rptail sales tax" means a tax imposed
by any slak, tern tory, district, or posst•ssion of the United State:>, or
am· politic,d suhdivi,;ion thereof, upon pPrsons engaged in·
(A) Selling tangible persoual property at retail, which is measured
by the gross sales price or the gross receipts from the sale or which
is a stated sum per unit of the property sold.
(B) Furnishmg services at retail, which is measured by the gross
receipts for furnishing the services.
12) If the amount of a retail sales tax is separately stated, to the
extent that the amount so stated IS paid by the purchaser (otherwise
than in connection with the purchaser's trade or business) the
amount shall be allowed as a deduction in computing the net income
of the purchaser as if the amount were a tax imposed upon and paid
the purcl1ascr.
SEC. 4. Section 245:20 of the Revenue and Taxation Code is
amended to read:
24520. ! a\ For

Account in the
is
the
ill

or

J

as

•
Ch. 974

I]\ Intangible< ,flail not be includ,·d in the
12\
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-4propcrh· fac·lnr

Tlw prop•Tt\· and payroll Ll\·lnr, -:halllw with respcc! t<> tlw

income year ending during calendar year 1986.
(3) The sum of the property, payroll, and sales shall be reduced
by the cumulative amount expended since January 1, 198S, for
im' :,[!lll'lll ill IlL'\\ plailb Or facilities ill this state, clS defined itt
subdi\ ision (c), and shall further be reduced by the amount
expended for new employees in this state as defined in suhdi\ i.>ion
(C).

Ch. 974

amended to read:
25553.5. ThP amount of tax payable hy taxpayers subject to the tax
imposed by Article 3 (commencing with Section 23181) of Chapter
2 as set forth in a notice mailed to such taxpayers pursuant to Section
23186.1 shall oe due and payable on or before the 15th day following
the mailing of the notice by the Franchise Tax Board.
SEG 7. Section 25563.1 of the Revenue and Taxation Code is
amended to read:
25563.1. If, after paying any installment of estimated tax required
of Section
the taxpayer makes a new
the amount of each
installment
any) shall be
the amount which
have
if the
estimate
m<ade when the first estimate
the income
was made,
increased or decreased (as the case may be)
amount
(l) The

the

The amount of estimated

ear

The annual amount otherwise determined pursuant to this
)Ction and
under a contract described in Section 25111 shall
ot
for an income year in \vbich a
incurs no tax
Sections 25101 and 25110.
SEC. 6. Section 25.553.5 of the Revenue and Taxation Code is

0

